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A. Lee Lassiter, Jr.
On May 14, 1976 the Federal Trade Commission (FTC) regulation
limiting the "holder in due course doctrine" (HOC) became effective.

The FTC has determined that since World War II consumer credit has grown substantially, and with this increase certain problems
have occurred. One of the main problems consumers were confronted with was a 200 year old legal doctrine, called the holder in
due course doctrine (HDC).
The HDC doctrine states that a consumer must honor his obligation to the creditor regardless of any dispute with the seller. The
Uniform Commercial Code § 3-305 defines the rights of a holder in
due course as follows:
To the extent that a holder is a holder in due course he takes
the instrument free from
\1) all claims to it on the part of any person; and
(2) all defenses of any party to the instrument with whom the
holder has dealt except
(a) infancy, to the extent that it is a defense to a simple
contract; and
(b) such other incapacity, or duress, or illegality of the
transaction, as renders the obligation of the party a
nullity; and
le) such misrepresentation as has induced the party to sign
the instrument with neither knowledge nor reasonable
opportunity to obtain knowledge of its character or its
essential terms; and
(d) discharge in insolvency proceedings; and
{el any other discharge of which the holder has notice
when he takes the instrument.
A common con umer case involving HOC would be as follows:
John Doe goes into an automobile agency and, relying on what the
s~lesman has represented to be the product's qualities and warranties, buys the automobile on credit. Mr. Doe takes the ca r home. A
few days later the car breaks down because of the harmonic balance
or some other mechanical failure. The merchant automobile agency
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refuses to repair the car. Mr. Doe decides he will not pa h'
monthly install_m~nts on the defe~tive ~ar, ?nly to find out he
pay . Mr .. Doe 1s informed t_hat his obhgat1on to pay is not to the
automobile age_ncy but to a finance company or bank whose claim is
~~:~lated and immune from any warranties made for the automoUsually, the automobile and applianee dealers have made
a_rran&'en:ient_s w_ith a financial institution prior to the sale. The
financial mst1tut1on has agreed to buy the debt instrument at a discount after the purchase . During the past 200 years this arrangement has met with success. Bankers were willing to buy these debt
instruments at a discount knowing that they were protected from
defenses the consumer could assert against the seller. This arrangement encouraged bankers to deal in discounted consumer loan
paper and, as a result, consumers were able to get necessary credit
to purchase goods.
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The FTC has decided to answer the call in the wilderness of the
con s umer . The FTC has adopted the new regulations to insure that
con sumer credit contracts used in financing goods or services
specifically preserve the consumer's rights against the seller. It is
mandatory that sellers include a notice in any consumer credit contract which they execute with a buyer.
Notices are required in connection with any sale or lease of goods
or services to consumers in or affecting commerce as "commerce" is
defined in the Federal Trade Commission Aet. It is an unfair or de•
ceptive act or practice within the meaning of Section 5 of that act
for a seller, directly or indirectly, to:
Take or receive a consumer credit contract which fails to
contain the following provision in at least ten point, bold face
type:

OTICE
A. Y HOLDER OF THI CON, MER REDIT CONTRACT IS
, BJECT TO ALL CLA IM AND DEFEt SE, WHICH THE
DEBTOR co LO A £ RT AGAI ST THE ELLER or GOOD
OR £ RVICES OBT I. ED PURS Al\T HERETO OR WITH
THE PROCEED HER EOF. RECOVERY HEREUNDER BY
THE DEBTOR H LL NOTE. CEED AMO NT PAID BY THE
DEBTOR HERE l

DE R.

If a seller arranges direct loan financing for his customers, the
regulation prohibits the seller from accepting the proceeds of the
loan a payment for a sale, unless any loan contract_ signed b! the
buyer and the direct lender containing the aforementioned notice.
The r'ederal Rese rve Board (Fed) has opposed the FTC r~gulation stating that the "con sumer credit business may be seriously
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disrupted if the rule goes into effect." However, the FTC has not
listened to the Fed.
ln the interim, this writer makes the following recommendations
for bankers and other financial institutions:
(1) Any indirect or direct loan contracts where the consumer
has been referred to the lender or when the seller and bank
are affiliated should insert the required notice in their con
tracts. The regulation will not affect a case where a buyer
obtains financing from a lend r who neither received refer
rals from the merchant nor is affiliated with the seller hy a
common control contract or business arrangement. This
will be considered a direct loan.
(2)

Bankers and other financial institutions must begin taking
a closer look at sellers from whom they are buying install
ment contracts. The hanker should demand recourse or
other assurances from sellers that they will reimburse the
bank if the payments are stopped because of defective
good .

Conclusion: The FTC has merit . However , it does need a great deal
of polishing. ome suggested changes are:
(1) The referral aspect of the regulation should be eliminated .
The regulation should only aµply to those loans made in ac ·
cordance with a specific business arrangement between the
financial institution and the seller.
(2) There should be a time limit for creditor liabilitv. The
present regulation applies to the life of the loan. Thfs rould
be many years on the sale of a mobile homt> or a yacht.
(3) The current regulation states that a creditor could be liable
for personal injury and property damage caused by the
goods or services he finances . This section is not needed
and should be removed. The buyer has adequate protection
again t the seller and manufacturer under the niform
Commercial Code and state tort law.
The FT has tried to eliminate wrongs that for the past 200 years
have injured consumer . In adopting these new regulations. how ever, . the FTC has overreacted to the problem. Hopefully, with
coercion of the Fed, the FTC will correct some of the overreacling
and con~umer credit damaging sections of the regulations. It is my
content10.n that the F~d. has the power to adopt different regula ·
t10ns for its m mbers if 1t feels that the regulations adopted by the
FTC would adversely affect monetary policy.
A. Lee Lassiter, Jr., is an Assistant Professor of Law in the
Department of Financ and Law at Georgia outhern College.
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